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Summary 

Tax expenditures — revenue losses associated with targeted provisions that move the income tax 
away from a “theoretical normal” tax system — are a long-standing feature of the U.S. tax code. In 
some ways, tax expenditures resemble direct spending programs. They both have similar 
budgetary effects and provide incentives that alter the allocation of resources. Hence, tax 
expenditures, like direct spending, are one of the ways that the federal government plays a role in 
shaping the economy. 

Tax expenditures, however, do not regularly receive the same level of scrutiny as direct spending 
programs. Also, unlike direct spending programs, the revenue loss associated with most tax 
expenditures is only limited by eligibility — much like mandatory spending programs. A 
consequence of the limited oversight placed on tax expenditures is that activities may be 
supported by tax expenditures that have insufficient political support for funding through a direct 
spending program. 

During the last 40 years, the level of tax expenditures has varied both as a function of taxes 
collected and as a share of the economy. One possible explanation for this variability is that tax 
reform historically reduces the scope of tax expenditures, which otherwise grow. Growth in tax 
expenditures has exceeded that of discretionary spending, but not mandatory spending, over the 
same time period. 

The revenue loss from tax expenditures is concentrated among a limited number of provisions, 
with 66% of the revenue loss attributed to the top 1 0 tax expenditures against the individual 
income tax. In addition, the benefits of tax expenditures against the individual income tax are 
concentrated among upper-income taxpayers. A recent Congressional Budget Office (CBO) 
analysis of selected tax expenditures found that 5 1% of the benefits went to the top 20% of 
taxpayers. 

Tax expenditures are a common target when base-broadening tax reform is pursued — like with 
the Tax Reform Act of 1986 (RL. 99-514). This may be the result of tax expenditures being 
defined as being outside the normal tax code — making them a clear source for base-broadening. 
However, there are impediments to base broadening by eliminating or reducing tax expenditures, 
as some may serve important purposes, others are important for distributional reasons, and many 
are technically difficult to change or are broadly used by the public and quite popular. 
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T ax expenditures — revenue losses associated with targeted provisions outside the normal 
tax code — are a long-standing feature of the U.S. income tax code. In some ways, tax 
expenditures resemble direct spending. They both have similar budgetary effects and 
provide incentives that alter the allocation of resources. Tax expenditures, like direct spending, 
are one of the ways that the federal government plays a role in shaping the economy. 

Tax expenditures, however, do not regularly receive the same level of scrutiny as direct spending 
programs. Also, unlike direct spending programs, the revenue loss associated with most tax 
expenditures is only limited by eligibility — much like mandatory spending programs. A 
consequence of the limited oversight placed on tax expenditures is that activities may be 
supported by tax expenditures that have insufficient political support for funding through a direct 
spending program. 

Tax expenditures are a common target when base-broadening tax reform is pursued — like with 
the Tax Reform Act of 1986 (RL. 99-514). This may be the result of tax expenditures being 
defined as being outside the normal tax code — making them a clear source for base broadening. 
As congressional interest in tax reform intensifies, it is likely that tax expenditures will once 
again receive scrutiny as an avenue for broadening the tax base. 



What Are Tax Expenditures? 

Section 3(3) of the Congressional Budget and Impoundment Control Act of 1974 (Budget Act) 
defines tax expenditures as 

... those revenue losses attributable to provisions of the Federal tax laws which allow a 
special exclusion, exemption, or deduction from gross income or which provide a special 
credit, a preferential rate of tax, or a deferral of tax liability. 

Tax expenditures can be categorized into the same set of budget functions as discretionary and 
mandatory spending and may be used to achieve similar policy outcomes. Common goals of tax 
expenditures include promoting the accurate measurement of income, altering the distribution of 
fiscal benefits and burdens to address differences in ability-to-pay, and promoting socially 
desirable activities. How tax expenditures are constructed and the structure of the income tax 
system affect both who will benefit from tax expenditures and how much they will reduce federal 
revenues. 

Exclusions, Exemptions, and Deductions 

Exclusions, exemptions, and deductions indirectly reduce taxes owed by reducing taxable 
income. 1 With a graduated rate structure, the value of an exclusion, exemption, or deduction 
increases as the taxpayer’s income increases. For example, current individual income tax rates 



1 While exclusions, exemptions, and deductions have the same effect on taxable income they are distinctly different. An 
exclusions is a form of income that is specifically not included in taxable income. In many cases, such as employer 
provided health care, exclusions are provided in-kind making accurate valuation difficult. Exemptions, such as for 
military income earned in combat zones, occur when specific forms of income are exempted from taxation. Deductions 
reduce taxable income based upon expenses incurred, such as the deduction for state and local taxes. 
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range from 10% to 39.6%, making the value of a $100 exclusion, exemption, or deduction range 
from $10 to almost $40. 

Tax Credits 

Tax credits directly reduce taxes owed. Some tax credits are refundable — meaning taxpayers who 
have no tax liability can receive the balance of the credit as a cash refund. Nonrefundable tax 
credits cannot in aggregate exceed the taxpayer’s income tax liabilities and may be worth less to 
low-income taxpayers, who generally have little to no income tax liability. 

Preferential Tax Rates 

Preferential tax rates indirectly reduce taxes by taxing a portion or particular type of income at a 
lower rate. With a graduated rate structure, the value of a preferential tax rate may increase as the 
taxpayer’s income increases. 

Deferral 

Deferral does not reduce taxes owed. Instead, deferral alters the timing of tax payments by 
delaying recognition of income or speeding up the recognition of costs that would otherwise 
occur in future years. 



What Is the "Normal" Tax System? 

The Budget Act indicates that tax expenditures are to be measured relative to the “normal” 
personal and corporate income tax system. The baseline “normal” tax system applies the current 
rate structure to a broader definition of income than is used by taxpayers to calculate their income 
tax. Specifically, the Joint Committee on Taxation (JCT) uses a modified Haig-Simons 
comprehensive income tax as its baseline. 2 Under this baseline, income is roughly defined as 
consumption plus changes in net wealth in a given time period. As a result, tax expenditures are 
generally tax provisions that are not structural features of the income tax or necessary to measure 
income accurately. 3 

As defined in the Congressional Budget Act, the concept of tax expenditure refers to the corporate 
and individual income taxes. Other parts of the Internal Revenue Code — excise taxes, 4 
employment taxes, estate and gift taxes — may also have exceptions, exclusions, refunds, and 
credits (such as a gasoline tax exemption for non-highway uses) which are not included here 
because they are not part of the income tax. 



2 See Robert Haig, The Concept of Income-Economic and Legal Aspects, in The Federal Income Tax (Columbia 
University Press, 1921) and Henry Simons, Personal Income Taxation: the Definition of Income as a Problem of Fiscal 
Policy (University of Chicago Press, 1938) for a full description of Haig-Simons income. 

3 U.S. Congress, Joint Committee on Taxation, Background Information On Tax Expenditure Analysis And Historical 
Survey Of Tax Expenditure Estimates, committee print, 1 12 th Cong., March 9, 201 1, JCX-15-1 1. 

4 Bruce F. Davie, “Tax Expenditures in the Federal Excise Tax System,” National Tax Journal, vol. 47, no. 1 (March 
1994). 
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The Purpose of Tax Expenditure Estimates 

Tax expenditure budgets which list the estimated annual revenue losses associated with each tax 
expenditure were first required to be published in 1975 as part of the Administration’s budget for 
FY1976, and have been required to be published by the Budget Committees since 1976. The tax 
expenditure concept is still being refined, and therefore the classification of certain provisions as 
tax expenditures continues to be discussed. 5 

It is important to note that listing a provision as a tax expenditure in no way implies any judgment 
about its desirability or effectiveness, whether by itself or relative to non-tax provisions that could 
address the same policy concern. Instead, listing tax expenditures increases the transparency of 
the tax system and allows Congress to examine all federal programs relating to the same policy 
goals. This full consideration of tax and non-tax programs allows federal budget decisions to be 
made with the richest set of information available. 

Tax expenditures reduce the tax liability of any qualified taxpayer. As a result, they function more 
similarly to entitlement programs than to discretionary spending. If enacted on a permanent basis 
they may benefit from periodic consideration of whether they are efficiently meeting the national 
needs and goals for which they were established. Some, including the Government Accountability 
Office, have recommended that the executive branch develop and implement a framework for 
evaluating tax expenditures. 6 



The Largest Tax Expenditures 

Table 1 lists the 10 largest tax expenditures for both corporations and individuals. There are two 
main take-aways from Table 1. One, the distribution of tax expenditures is skewed slightly away 
from corporations. That is, coiporate tax expenditures are roughly 15% of individual tax 
expenditures, while corporate tax revenue is 23% of individual tax revenue. 7 Second, most of the 
revenue lost comes from relatively few tax expenditures, with the top 1 0 individual tax 
expenditures accounting for roughly 66% of the forgone revenue from individual tax 
expenditures. 

Each tax expenditure is calculated separately, under the assumption that all other tax expenditures 
remain in the Code. If two or more tax expenditures were estimated simultaneously, the total 



5 For a discussion of the conceptual problems involved in defining tax expenditures and some of the differences 
between the Administration’s and Joint Committee on Taxation’s approaches, see The Budget of the United States 
Government, Fiscal Year 2009, Analytical Perspectives, “Tax Expenditures,” pp. 285-325. See also Linda Sugin, 

“What Is Happening to the Tax Expenditure Budget?” Tax Notes, August 16, 2004, pp. 763-766; and Thomas L. 
Hungerford, “Tax Expenditures: Good, Bad, or Ugly?” Tax Notes, October 23, 2006, pp. 325-334. 

6 U.S. Government Accountability Office, Government Performance and Accountability: Tax Expenditures Represent a 
Substantial Federal Commitment and Need to Be Reexamined, GAO-05-690, September 23, 2005. 

7 Strictly speaking adding up tax expenditures does not necessarily result in an accurate total. Each tax expenditure is 
calculated separately, under the assumption that all other tax expenditures remain. If two or more tax expenditures were 
estimated simultaneously, the total change in tax liability could be smaller or larger than the sum of the amounts shown 
for each item separately, as a result of interactions among the tax expenditure provisions. See Leonard E. Burman, 
Christopher Geissler, and Eric J. Toder, "How Big Are Total Individual Income Tax Expenditures, and Who Benefits 
from Them?,” American Economic Review, vol. 98 (May 2008). 
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change in tax liability could be smaller or larger than the sum of the amounts shown for each item 
separately, as a result of interactions among the tax expenditure provisions. 



Table I.The 10 Largest Individual and Corporate Tax Expenditures 



Individual 


Estimated 
Revenue Loss in 
2014 ($ billions) 


Corporate 


Estimated 
Revenue Loss in 
2014 ($ billions) 


Exclusion of employer 
contributions for health care 


143.0 


Deferral for active income of 
controlled-foreign corporations 


83.4 


Reduced tax rates on dividends 
and long-term capital gains 


96.5 


Depreciation of equipment in 
excess of the alternative 
depreciation system, excluding 
bonus depreciation 


24.0 


Exclusion of contributions to 
and earnings from retirement 
plans 


88.8 


Deduction of income 
attributable to domestic 
production activities 


12.2 


Earned income tax credit 


69.2 


Deferral of gains on like-kind 
exchanges 


1 1.7 


Deduction for mortgage interest 


67.8 


Exclusion of interest on public 
purpose state and local 
government bonds 


9.3 


Child tax credit 


57.3 


Deferral of gain on non-dealer 
installment sales 


6.9 


Deduction of state and local 
taxes 


56.5 


Credit for low-income housing 


6.8 


Exclusion of untaxed Social 
Security and railroad retirement 
benefits 


37.4 


Credit for increasing research 
activities 


4.6 


Deduction for charitable 
contributions 


34.8 


Reduced rates on first $10 
million of corporate taxable 
income 


3.8 


Exclusion of benefits provided 
under cafeteria plans 


34.5 


Inventory property sales source 
rule exception 


3.0 


Total 1 


1,036.2 


T otah 


154.0 



Source: U.S. Congress, Joint Committee on Taxation, Estimates Of Federal Tax Expenditures For Fiscal Years 2014- 
2018, committee print, I 1 3 th Cong., August 8, 20 1 4, JCX-97- 1 4. These estimates reflect the current law as of 
June 30, 2014 and do not reflect subsequent tax law changes. 



a. The total listed is the total value of all tax expenditures, not just those listed in Table I . 

Who Benefits from Tax Expenditures? 

A related question that may be asked is “Who benefits from tax expenditures?” This is a 
potentially complex question that can be answered from varying perspectives. The Congressional 
Budget Office (CBO) 8 chose to answer this question most recently by examining selected major 



8 Congressional Budget Office, The Distribution of Major Tax Expenditures in the Individual Income Tax System, May 
(continued...) 
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